The Condition of Banks: What Are Examiners Finding?
Bank supervisory agencies use on-site examinations to measure the condition of banks. Federal law requires these agencies to examine each bank at least once every 18 months. Most of these examinations assess six aspects of a bank's operations: capital protection (C), asset quality (A), management competence (M), earnings strength (E), liquidity risk (L), and sensitivity to market risk (S). According to this CAMELS system, a bank receives a rating of 1 (best) through 5 (worst) on each of these six aspects as well as a composite rating. Composite CAMELS ratings of 1 or 2 indicate that supervisors consider a bank to be in sound condition. Supervisors use a CAMELS 3 rating for banks that exhibit some degree of concern in one or more areas; a rating of 4 or 5 indicates more serious problems.
While the CAMELS ratings assigned to individual banks are confidential, comparison of CAMELS ratings across all banks over time may provide useful information about the condition of U.S. banks as a whole. The percentage of banks rated below CAMELS 1 or 2 was substantially higher during 1991 (a recession year) than during recent recessionary quarters. In the first quarter of 1991, 17.8 percent of banks had CAMELS ratings of 3 and 10.1 percent had ratings of 4 or 5. In the first quarter of 2002, in contrast, 6.2 percent of banks had CAMELS ratings of 3 and 1.5 percent had ratings of 4 or 5.
The CAMELS rating of a bank at a given point in time reflects the results of an examination conducted sometime during the prior 18 months. The figure indicates the extent to which examiners identified problems during exams conducted in each quarter since 1987. For each quarter, the denominator of the ratio plotted in the figure is the number of banks that entered the quarter with a CAMELS 1 or 2 rating and were subject to examinations begun during that quarter. The numerator is the number of these banks that received CAMELS ratings of 3, 4, or 5 on those examinations begun during that quarter. The shaded areas are recession periods.
CAMELS ratings downgrades from 1 or 2 to a 3, 4, or 5 have been much less frequent since March 2001, the peak of the last expansion, than during the late 1980s and early 1990s. The percentage of banks downgraded in a quarter rose to just over 10 percent during the recession of the early 1990s, peaking at about 11 percent in the fourth quarter of 1990. In contrast, the downgrade percentage was just above 2 percent during 2001 and the first quarter of 2002. By this indicator, most banks continue to be in sound condition. The conclusion is unchanged if we weight the banks examined in each quarter according to their assets. Thus, the percentage of banks currently rated below CAMELS 2 is low by standards of recent years-and especially low by standards of the prior recession period.
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Bank Credit
M2: M1 plus savings deposits (including money market deposit accounts) and small denomination (less than $100,000) time deposits issued by financial institutions; and shares in retail money market mutual funds (funds with initial investments of less than $50,000), net of retirement accounts.
M3:
M2 plus large denomination ($100,000 or more) time deposits; repurchase agreements issued by depository institutions; Eurodollar deposits, specifically, dollar-denominated deposits due to nonbank U.S. addresses held at foreign offices of U.S. banks worldwide and all banking offices in Canada and the United Kingdom; and institutional money market mutual funds (funds with initial investments of $50,000 or more).
Bank Credit: All loans, leases and securities held by commercial banks.
Domestic Nonfinancial Debt:
Total credit market liabilities of the U.S. Treasury, federally sponsored agencies, state and local governments, households, and firms (except depository institutions and money market mutual funds).
Adjusted Monetary Base:
The sum of currency in circulation outside Federal Reserve Banks and the U.S. Treasury, deposits of depository financial institutions at Federal Reserve Banks, and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories. This series is a spliced chain index; see Anderson and Rasche (1996a,b) .
Adjusted Reserves:
The sum of vault cash and Federal Reserve Bank deposits held by depository institutions and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories. This series, a spliced chain index, is numerically larger than the Board of Governors' measure which excludes vault cash not used to satisfy statutory reserve requirements and Federal Reserve Bank deposits used to satisfy required clearing balance contracts; see Anderson and Rasche (1996a) and www.stls.frb.org/research/newbase.html.
Monetary Services Index:
An index that measures the flow of monetary services received by households and firms from their holdings of liquid assets; see Anderson, Jones and Nesmith (1997) . Indexes are shown for the assets included in M2; additional data are available at www.stls.frb.org/research/msi/index.html. 
Notes
Page 3: MZM, or "Money, Zero Maturity" includes the zero maturity, or immediately available, components of M3. MZM equals M2 minus small denomination time deposits, plus institutional money market mutual funds (that is, the money market mutual funds included in M3 but excluded from M2). Readers are cautioned that since early 1994 the level and growth of M1 have been depressed by retail sweep programs that reclassify transactions deposits (demand deposits and other checkable deposits) as savings deposits overnight, thereby reducing banks' required reserves; see Anderson and Rasche (2001) Page 9: FOMC Intended Federal Funds Rate is the level (or midpoint of the range, if applicable) of the federal funds rate that the staff of the FOMC expected to be consistent with the desired degree of pressure on bank reserve positions. In recent years, the FOMC has set an explicit target for the federal funds rate.
Page 10: Federal Funds Rate and Inflation Targets shows the observed federal funds rate, quarterly, and the level of the funds rate implied by applying Taylor's (1993) equation
to five alternative target inflation rates π * = 0, 1, 2, 3, 4 percent, where ft * is the implied federal funds rate, πt-1 is the previous period's inflation rate (PCE) measured on a year-over-year basis, yt-1 is the log of the previous period's level of real GDP, and yt-1 P is the log of an estimate of the previous period's level of potential output. Potential Real GDP is as estimated by the Congressional Budget Office.
Monetary Base Growth and Inflation Targets shows the quarterly growth of the adjusted monetary base (modified to include an estimate of the effect of sweep programs) implied by applying McCallum's (1988 McCallum's ( , 1993 to five alternative target inflation rates π * = 0, 1, 2, 3, 4 percent, where ∆MBt * is the implied growth rate of the adjusted monetary base. The 10-year moving average growth of real GDP for a quarter "t" is calculated as the average quarterly growth during the previous 40 quarters, at an annual rate, by the formula ((yt -yt-40)/40) × 4 × 100, where yt is the log of real GDP. The four-year moving average of base velocity growth is calculated similarly. To adjust the monetary base for the effect of retaildeposit sweep programs, we add to the monetary base an amount equal to 10 percent of the total amount swept, as estimated by the Federal Reserve Board staff. These estimates are imprecise, at best. Sweep program data are available at www.stls.frb.org/research/swdata.html.
Page 11: Implied One-Year Forward Rates are calculated by this Bank from Treasury constant maturity yields. Yields to maturity, R(m), for securities with m = 1,..., 10 years to maturity are obtained by linear interpolation between reported yields. These yields are smoothed by fitting the regression suggested by Nelson and Siegel (1987) R(m) = a0 + (a1 + a2)(1 -e -m/50 )/(m/50) -a2 × e -m/50 , and forward rates are calculated from these smoothed yields using equation (a) in Table 13 .1 of Shiller (1990) 
where duration is approximated as D(m) = (1 -e -R(m) × m ) / R(m). These rates are linear approximations to the true instantaneous forward rates; see Shiller (1990) . For a discussion of the use of forward rates as indicators of inflation expectations, see Sharpe (1997) . Rates on 3-Month Eurodollar Futures and Rates on Selected Fed Funds Futures Contracts each trace through time the yield on three specific contracts. Implied Yields on Fed Funds Futures displays a single day's snapshot of yields for contracts expiring in the months shown on the horizontal axis. Inflation-Protected Treasury Yields are yields on the most recently issued inflation-protected securities of 10-and 30-year original maturity. Inflation-Protected Treasury Yield Spreads equal, for 10-and 30-year maturities, the difference between the yields on the most recently issued inflation-protected securities and the unadjusted bond yields of similar maturity. Inflation-Indexed 30-Year Bonds shows the yield of an inflation-indexed bond that is scheduled to mature in approximately (but not greater than) 30 years. The current bond for Canada has a maturity date of 12/01/2031, the current U.K. bond has a maturity date of 7/22/2030, and the current U.S. bond has a maturity date of 4/15/2032. Inflation-Indexed 10-Year Bonds shows the yield of an inflation-indexed bond that is scheduled to mature in approximately (but not greater than) 10 years. The current U.K. bond has a maturity date of 8/23/2011 and the current U.S. bond has a maturity date of 1/15/2011.
Page 12: Velocity (for MZM and M2) equals the ratio of GDP, measured in current dollars, to the level of the monetary aggregate. MZM and M2 Own Rates are weighted averages of the rates received by households and firms on the assets included in the aggregates. Two alternative opportunity costs are shown, one relative to the 3-month Treasury constant-maturity yield, the other to the 5-year constantmaturity yield.
Page 13: Real Gross Domestic Product is GDP as measured in chained 1996 dollars. The Gross Domestic Product Price Index is the implicit price deflator for GDP, which is defined by the Bureau of Economic Analysis, U.S. Department of Commerce, as the ratio of GDP measured in current dollars to GDP measured in chained 1996 dollars. Page 14: Investment Securities are all securities held by commercial banks in both investment and trading accounts.
Sources
Bank of Canada
Canadian inflation-linked bond yields.
Bank of England U.K. inflation-linked bond yields.
Board of Governors of the Federal Reserve System
Monetary aggregates and components, nonfinancial debt: H.6 release. Bank credit and components: H.8 release. Consumer credit: G.19 release. Required reserves, excess reserves, clearing balance contracts and discount window borrowing: H.4.1 and H.3 releases. Interest rates: H.15 release. Nonfinancial commercial paper: Board of Governors web site. M2 own rate.
Bureau of Economic Analysis
Gross domestic product.
Bureau of Labor Statistics
Consumer price index.
Federal Reserve Bank of Philadelphia
Survey of Professional Forecasters inflation expectations.
Federal Reserve Bank of St. Louis
Adjusted monetary base and adjusted total reserves, monetary services index, MZM own rate, one-year forward rates.
Organization for Economic Cooperation and Development
International interest and inflation rates.
University of Michigan Survey Research Center
Median expected price change.
Congressional Budget Office
Potential real GDP.
Dow Jones and Co. (Wall Street Journal)
Federal funds futures contracts, Eurodollar futures.
Standard and Poors Inc.
Stock price-earnings ratio, stock price composite index.
U.S. Department of the Treasury
U.S. inflation-protected security yields.
